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Statement on Treasury draft of proposed "tax haven"
legislation, July 28, 1961 (D-186),
December 14, 1961.

AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS
COMMITTEE ON FEDERAL TAXATION

STATEMENT ON TREASURY DRAFT OF PROPOSED "TAX HAVEN”
LEGISLATION, JULY 28, 1961 (D-186)
December 14, 1961

INTRODUCTION

Following the presentation of the President’s

Message on Taxation, and the Treasury Department’s
explanation thereof, the Ways and Means Committee of
the House of Representatives, held public hearings on

the proposals contained in the Message.

On June 6,

1961, Mr. Leslie Mills, Chairman of the American Institute
of Certified Public Accountants' Committee on Federal
Taxation, submitted a statement to the Ways and Means

Committee on the proposals relating to the,tax treat
ment of foreign income.
Mr. Mills’ statement made it clear that the

committee was in agreement with the desire of the Admin
istration to track down and correct artificial arrangements

which had tax evasion or tax avoidance as their principal

motive.

The statement also made clear, however, that the

committee did not consider the Administration's proposal
to revise the existing rules for the tax treatment of

foreign income, to be sound.
nine basic objections

The statement contained

to the proposals contained in the

Message.
On July 28, 1961, the Treasury Department re

leased a tentative draft of a bill to impose income tax
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on U.S. taxpayers deriving “tax haven" profits through

controlled foreign corporations (D-186).

The tentative

draft proposed to add Subpart F, Sections 951-959; to

Subchapter N of Chapter 1, Internal Revenue Code.

In our view, the tentative draft reflects a
substantial portion of the tax theories and economic

assumptions contained in the President’s Message on
Taxation, even though presented in the guise of a

measure to correct "tax haven" abuses.

The important

original proposals which have been omitted from the
tentative draft are:

(a) the concept of different tax results for
"developing" countries,

(b) the proposal to eliminate the deferral of tax

on operating income earned in the country of in
corporation (except as to that which might be

"tax haven income" as defined in the tentative
draft).
In view of the inclusion in the tentative
draft of so many of the novel proposals contained in the

President’s Message - this in spite of the widespread

and reasoned opposition thereto - the committee will, in
this Statement, (1) reiterate its many objections to the
concepts involved and (2) illustrate how the draft bill

penalizes legitimate foreign business operations.
OPPOSITION TO "TAX HAVEN" LEGISLATION

The American Institute of Certified Public

Accountants’ Committee on Federal Taxation is opposed to
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the "Tax Haven" legislation proposed by the Treasury
Department.

The President in his Message on Taxation

and representatives of the Treasury Department have stated

that the legislation is necessary to eliminate abuses and
to accomplish certain economic results.

Our opposition

to the proposed legislation is based on the following
reasons:

1.

The alleged abuses are not widespread and
those which exist can be cured by appropri
ate action under available statutory authority
in the Internal Revenue Code. The proposed
legislation strikes at substantially all
legitimate foreign operations which under no
circumstances could be construed as "tax haven".
In the public mind the term "tax haven" connotes

a foreign corporation without substance or reality which

is used as a device for improperly deferring the payment
of income taxes by U.S. shareholders.

We agree with

proposals to correct artificial or "sham" arrangements
which have tax evasion as their primary motive.

The

definition of a "tax haven" corporation in the proposed
legislation, however, would include practically all foreign

subsidiaries of U.S. enterprises which are engaged in sub
stantial and legitimate business activity the organization
of which was dictated by business reasons unrelated to tax
considerations.

If the objective of the proposed legis

lation is the elimination of abuses, this can be
accomplished today under the provisions of the Internal

Revenue Code, particularly Section 482.
The Treasury Department has a duty to make

it clear that the proposed legislation goes far beyond
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that necessary to correct purported abuses.

For example,

the proposal sets forth rules to determine “tax haven”

transactions subject to current tax, even though these

activities are not related to goods which originate in

or are destined for the U.S.

Also, the proposal would include

as "tax haven” income all dividends and interest passing
between a foreign parent corporation and its foreign sub

sidiaries, and no exceptions are provided to prevent
violations of tax treaties which have been developed after
careful negotiation between the countries party to the treaties.
2.

The economic objectives will not be achieved
through stifling competitive foreign trade
and in some instances the objectives would be
defeated by the enactment of the proposed
legislation.

The President in his message on taxation stated:

"To the extent that these tax havens and other tax
deferral privileges result in U.S. firms investing
or locating abroad largely for tax reasons, the
efficient allocation of international resources is
upset, the initial drain on our already adverse
balance of payments is never fully compensated,
and profits are retained and reinvested abroad
which would otherwise be invested in the United
States”.
The President's statement and the Treasury draft

seem to be based upon a misunderstanding of the motivation
of the vast majority of American businesses which have gone
abroad, their relationship to foreign governments and

foreign sources of capital and the foreign competition
which they face.

Many factors such as costs, availability

to market, transportation, tax treaties, enter into the

decision

to organize a foreign subsidiary.

Moreover, it

should be recognized that foreign subsidiaries of U.S.
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enterprises are frequently established because the parent
corporation could not otherwise operate in the foreign

markets at a profit.

Direct entry into foreign markets by

export from the U.S. was made impossible by such factors as

high costs in the U.S., transportation charges, availability

of preferential arrangements between countries (particularly
emphasized by the development in Europe of trade areas such

as the Common Market), better sources of material, etc.
We also believe that the proposed legislation
will not accomplish the economic objectives recited in

its support.

It is clear, however, that the legislation

would discourage foreign investment.

It is equally clear

that foreign investment creates markets for U.S. prod
uction.

Foreign subsidiaries of U.S. corporations promote

the world-wide business of American enterprise and are
a continuing source of income for the domestic parent

corporation, its stockholders, and the U.S. Treasury.

The proposed legislation is aimed at foreign

based companies owned by U.S. parents.

The objective

of the legislation is to prevent so-called "tax haven"
corporations from accumulating income from foreign
operations for reinvestment in foreign operations without
first subjecting the income to U.S. income tax.

The enact

ment of this legislation will severely hamper the efforts

of U.S. business to compete on even terms with local
businesses.

Were the U.S. corporation required to pay

U.S. tax on reinvested foreign earnings, U.S. industry
would be at a distinct competitive disadvantage; i.e.,
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the foreign corporation would in effect pay U.S. taxes
which in many cases would be higher than foreign taxes on

its foreign income, thus leaving the foreign corporation

with less net income after taxes.

The competition is not

only from local enterprises in the country of organization,

but also from enterprises in other countries which broadly
exempt income earned outside their borders.

These enter

prises will continue to operate without the burden of home
country tax on earnings reinvested for which provision is

made in the proposed legislation.
We believe the proposed legislation will have

an adverse effect on foreign investment with consequent

adverse effects on the U.S. economy; the imposition of

U.S. tax on reinvested foreign earnings will reduce the
funds available for foreign investment.

Moreover, the

proposal will not increase capital funds available for
investment in the United States; it will merely reduce

the funds available for reinvestment everywhere, and

particularly in the U.S., because of the drain which the U.S.
tax on unremitted foreign income would place on capital

available in the U.S.

Finally, we believe that because

the proposal will discourage foreign investment and

foreign trade its enactment will have a long-run adverse
effect on the balance of payments problem.

For example,

exports which would have resulted from foreign Investment

will not be made.

The proposed legislation would nullify

the effect of tax incentives which many countries have

provided to encourage capital investment and it would
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encourage foreign countries to increase tax rates on controlled

foreign subsidiaries of U.S. corporations.

The effect of

such rate increases would be to increase the revenue of
those countries and to decrease the U.S. revenues (because
of the effect of the foreign tax credit).

3.

The concept of taxing earnings from foreign
investments before they are actually or con
structively received and of ignoring separate
corporate entities is a departure from longestablished principles of taxation which should
not be abandoned.
We do not attempt to appraise the proposed

legislation from the standpoint of its constitutionality.

Neither will we attempt to determine whether the enact
ment of the proposed legislation would constitute a

repudiation of international tax treaties.

We do deplore

the abandonment of long established principles of taxation

for reasons of questionable validity.

No other economically

advanced country in the world has ever previously advocated

or legislated similar tax principles as are contained in
the Treasury’s draft proposal.
4.

The proposed legislation is inequitable in that
it provides for taxation of foreign income prior
to receipt by U.S. shareholders; also, no provision
is made for the deduction of losses of foreign
subsidiaries or for claiming other U.S.
statutory deductions available to branches of
U.S. subsidiary corporations.

In some cases, because of political developments,
foreign exchange restrictions, retaliatory legislation,
etc., tax haven income which would be subject to tax by
the U.S. may never be received by the U.S. corporation.

The recent example of the Cuban situation points this up
very well.

If the income of the foreign corporation has
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been subjected to U.S. tax with a resultant increase of
the basis of the stock of the foreign corporation, and later

such stock were to become worthless there could be severe
detriment to the taxpayer if the

worthlessness had to

be treated as a capital loss.
A proposal which would tax U.S. shareholders on

undistributed income of foreign subsidiaries without
permitting the deduction of losses of such subsidiaries

is patently unfair and inequitable and contrary to the
principles of income taxation.

Moreover, if the proposed

legislation were considered necessary by the Congress,
provision should be made for carrying forward operating
losses of foreign corporations for periods prior to the
effective date of the proposal.

As an alternative it is

suggested that the approach to the taxation of foreign
income on a more equitable basis would be that espoused
in the "Boggs Bill" HR 5 (86th Congress) which would have
provided tax deferral for reinvested branch income of U.S.

subsidiaries operating abroad.

5.

The administration of the proposed legis
lation would be extremely difficult and
costly to taxpayers.

Taxpayers would be required to construct and

maintain voluminous additional data to determine trans
actions which might be within the scope of so-called

"tax haven" operations, whether originating from within

or without U.S. sources.

In some cases data may not be

available under any circumstances because of prohibition
against information disclosures imposed by some foreign

governments.
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The accounting problems involved in the Treasury’s
draft would be extremely complex particularly as to foreign
exchange rates, income sources, cost determinations,

distinctions between tax-haven profits, non-tax haven profits,
and distributed and undistributed income.

To place

additional onerous burdens on legitimate businesses operating
overseas is clearly not equitable.

This is all the more

evident when it is considered that the Revenue Service

through its Office of International Operations is presently
receiving as part of a controlled audit program information

on foreign operations through the issuance of Forms I.0.362
and 2962 which taxpayers are being requested to complete
before tax years can be closed.

For tax years beginning

after December 31, 1960 taxpayers are also being required

to furnish considerable additional information with their
U.S. income tax returns concerning foreign operations (Form 2952).

These data should furnish the Service with adequate tools

to ferret out so-called "tax haven” abuses.

To further

shift the burden of proof to taxpayers under a self
assessment system by the enactment of a proposal such as
the U.S. Treasury draft is clearly unjustifiable and in

equitable .

6.

New tests are proposed for determining
sources of income without taxpayers being
given an opportunity to present their
views on a fundamental change in longestablished principles of U.S. taxation.

The Treasury proposes that the source of foreign

income in the case of transactions between controlled or

related taxpayers be established on the basis of the
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location of intended use, consumption or disposition of

personal property or commissions arising from sales and
purchases of such property.

This is a new and novel

approach in determining the source of income even

though limited under the proposed legislation to income
arising from "tax haven” transactions.

Any fundamental

change in the source of income rules which normally are
predicated on the "passage of title" test should be the

subject of hearings before the Congress accepts any
recommendation for change.
TECHNICAL COMMENTS ON TREASURY DRAFT
We are of the opinion that the proposed legislation

is unnecessary.

In addition we find that certain

technical features of the draft bill require more attention.

1.

The Treasury draft bill is directed to all
world-wide purchasing and selling activities
of controlled foreign corporations rather
than being limited to activities related to
U.S. origin or destination.

The proposal sets forth rules to determine "tax

haven" transactions subject to current tax even though
the activities are not related to goods which originate in

or are destined for the United States.

For example, the

following would be considered "tax haven" transactions a foreign corporation produces a natural resource product

in one country and sells the raw material to a related
foreign corporation in a second foreign country and that

corporation processes the raw material into finished products
some part of which are then sold to a third related foreign

corporation in another foreign country.

We believe the U.S.
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taxing authorities should normally not be concerned with
business transactions arising solely from foreign commerce
outside of the U.S.
2.

Establishment of an arbitrary test for
determining processing, manufacturing,
or assembling costs with respect to tax
haven and non-tax haven transactions.
The proposed bill exempts from the definition of

tax haven transactions sales of processed, manufactured or
assembled goods the cost (other than the cost of purchased

materials) of which is at least equal to 20% of the selling
price of the product.
The use of a 20% factor of costs for processing,

manufacturing or assembling without defining what kinds of
costs should be included within the 20% factor is unrealistic

and will result in unresolved controversies of long duration.
The proposed method of determining transactions
subject to tax-haven treatment will penalize the low-cost

manufacturer and benefit the high-cost manufacturer.
Moreover, it will penalize businesses which use high

cost raw materials and low cost labor and overhead

components in the final selling price of the products.
The complexities involved in trying to determine costs under

foreign accounting rules with respect to sales to
controlled or related taxpayers will be almost insurmount
able .

3.

All dividends and interest received by foreign
parent companies from their foreign sub
sidiaries will be considered as tax haven
income. Interest between related taxpayers
would also be considered tax haven income.

-12-

In many countries it is necessary for management,

legal or other reasons to establish foreign subsidiaries

which are owned by another foreign corporation.

If business

reasons other than tax considerations require separate
subsidiaries, a foreign parent corporation should not be

considered as having tax haven income as a result of

receiving dividends and interest from its subsidiaries.
The nature and business of the underlying subsidiaries
should be considered in determining tax haven income.

The proposed Treasury bill does not distinguish

between dividends received from foreign subsidiaries
operating in the same foreign country as the foreign

parent corporation and dividends received from foreign

subsidiaries operating elsewhere.
4.

Creation of a fixed period for the determination
of undistributed tax haven profits based on
the ratio of the fixed period to the entire
reporting period.
The Treasury proposal (Section 953) would not

permit an accurate reporting of income where variations in the

earning of income by controlled foreign corporations
may be accounted for on other than a fixed taxable period.
For example, accounting for the income of a foreign controlled

corporation represented by a profit on the sale of a
capital asset on a particular date would be required to
be reported on a pro-rata basis over the full taxable

period.

Provision should be made for either an actual

basis of reporting or a pro-rata basis as prescribed in

regulations issued by the Secretary or his delegate.
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5.

Omission of rules on methods of accounting to
be followed in reporting undistributed tax
haven income.

The proposal does not set forth the methods of
accounting to be used in the determination of income.

Legislation of the type proposed would require the use

of methods of accounting based on sound accounting practices
as established under the laws or commercial codes of foreign

countries.

Under the Treasury's draft proposal taxpayers

and tax administrators would be involved in endless

discussions and extensive litigation as to income deter
minations .
6.

The Treasury draft purports to distinguish
between tax haven Income which is to be
reported as dividends and non-tax haven income
which is not considered dividends. However,
no rules are set forth as to the order of
distribution of income when paid as dividends.
The proposal leaves many questions unanswered as

to the mechanics to be followed in determining the source
of dividend distributions represented by either tax haven

income or non-tax haven income and the treatment to be
accorded prior, current or future payments of dividends.

Rules should be incorporated in any proposed legislation
to specify the order of distribution and the mechanics to

be applied in determining reportable tax haven income.

7.

Establishment of new rules for applying
foreign tax credit allowances under Section 901(b).

The proposed bill provides for the crediting

of foreign income taxes paid in a year subsequent to that

in which tax haven income is required to be reported as
dividends from a controlled foreign company.

This establishes
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a new principle and deviates from a long established principle

that a foreign tax withholding payment should be related to
foreign dividends as received for foreign tax credit
purposes.

It is probable that inequitable results will arise

from the adoption of this new principle.

8.

The basis of stock in foreign corporations
would be adjusted upon subsequent sale where
undistributed tax haven income was previously
reported as dividend income. It appears that
the proposal does not cover situations such as
those involving decedents, where adjustments
may be required.

The basis adjustments provided in the Treasury
proposal are extremely complicated but it is evident that
not all situations which could arise have been covered

in the draft legislation.
CREATION OF A STUDY GROUP
The committee recommends that a study group

be formed to review and make recommendations in the area

of foreign income, if it is believed that legislation

is required.

The Committee on Federal Taxation of the

American Institute of Certified Public Accountants

would be willing to participate in any study group of
the type proposed.

Committee on Federal Taxation
Leslie Mills, General Chairman

